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What Future for the Small 


Businessman? 
* 


_ Mr. Wittiams: Small business is an important part of the American 
way of life. Millions of Americans are in small business. Millions more 
hold the dream that some day they can own their own business. Every- 
body seems to think that small business is a good thing. Yet a recent sur- 
vey by Fortune magazine shows that only a few of this year’s college 
graduates plan to try to start their'own businesses. Most of them say that 
they want jobs in big business. Are they right? Is anything wrong with 
smal] business? What is happening to small business? How can it be 
more successful? Kaplan, you have written a book called Small Busi- 
ness: Its Place and Its Problems,‘ and I suppose that you know as much 
about small business as anyone in America can know. How is small 
business doing? 


_ Mr. Kaptan: So far as the college graduates are concerned, I believe 

that they are the victims of a fallacy. They do not know the score yet, and 
they may change their minds before long. The fact remains that, since 
the end of the war, a million and a half Americans have made a start at 
small business. The reason they have done it is that small business has 
gone through what we may come to regard as a golden age. 


~ Mr. Witutas: The past few years have been good, then? 


Mr. Kaptan: The past few years for small business have not only been 
good—they have been remarkably good. When we match the profit rates 
and the growth in capital of small business as against big business, we 
find that, percentage-wise, small business has gone way ahead. 


Mr. Witutams: McCoy, you talk to a lot of small businessmen. I sup- 
pose that as the director of the Office of Domestic Commerce you must 
be face to face with hundreds of them all the time. What do you think, 


7 we D.H. Kaplan, Small Business: Its Place ana Problems (New York: McGraw- 
Hill Book Co., 1948). 
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from your talking with these people? Is this the golden age, as Kaplan 
says, or are there signs on the horizon-that small business is going to pot? 


Mr. McCoy: Small business has had remarkable success in the past : 
few years. It is the golden age for small business as illustrated by the — 
growth of small businesses in numbers. 


Mr. Witutams: How do you know what a small business is anyway? 
When a man comes in to see you, you look him in the eye; how do you 
tell this is a small businessman or a big businessman? 


Mr. McCoy: We have an official definition for small business, a work- 
ing definition. According to our definition, a manufacturer who employs _ 
a hundred employees or less is a small manufacturer. | 


Mr. Wiiurams: That would be a company that would occupy maybe 
two stories and run a quarter of the way down the block. 


Mr. McCoy: Something like that. For wholesalers, those who do an 
annual volume of five hundred thousand dollars, or less, are small whole- 
salers. A retailer who has an annual volume of one hundred thousand 
dollars, or less, is a small retailer. 


Mr. Kapran: Well, then, on that basis, McCoy, you are including a ~ 
little over 99 per cent—about 99.2 per cent—of all businesses within 
the category of small business. ; 


Mr. McCoy: That is correct. That is characteristic of small business. 


Mr. Witttams: It seems to me, McCoy, that what you are defining is : 
tiny business. My goodness, I know retail stores that do, what did you 
say, fifty thousand or a hundred thousand? \ 


Mr. McCoy: A hundred thousand, or less. 


Mr. Witutams: Well, my goodness—they are tiny! It is a one-man 
show. I think of a grocery with four or five or eight people as still being 
a small business, yet they will do more business annually than your limit 
for small business. 


Mr. McCoy: Yes, but these are the very small businesses. 
Mr. Witutams: The tiny businesses. 
Mr. McCoy: The tiny businesses. 


Mr. Kaptan: Well, of course, there are a great many of those “tiny 
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businesses.” There are more than a million and a half businesses which 
have only proprietors and no employees. 


_ Mr. Wittas: Just a one-man show. 
Mr. Kapian: A one-man show. 


Mr. McCoy: And even if we step that number of classification up to 
one hundred employees, or more, we include about ninety-eight per cent 
or more of the businesses in the country. 


Mr. Kaptan: Of course, in all fairness I suppose that it should be indi- 
cated that, while those with a hundred or more employees are less than 
1 per cent of the number of American businesses, they account for at least 
half of all the employment in business. 


Mr. McCoy: I would say that that is approximately correct. 


Mr. Wituiams: How many of these small business firms are there 
altogether? 


Mr. Kaptan: There are four million business establishments. 

Mr. WiiiaMs: Four million? 

Mr. Kaptan: Four million, and that, by the way, represents keeping 
up very well with the trend over the last fifty years. That is, we have at 
least as many businesses per ten thousand of the population today as we 
have had over the stretch of the last half-century. 

Mr. Witiiams: Well, this is true in number, but how about the total 


volume of business? There is a general impression that business is mov- 
ing toward the big firms and away from the little ones. 


Mr. Kaptan: Certainly the spectacular part of business and the ad- 
vertised part of business is moving toward the big firms, and in the 
absence of the kind of figures which would let us pin it down, maybe we 
have to go along with that conclusion. But the case is not proved by any 
means. I note that, way back in 1929, nonincorporated enterprises had a 
total estimated income of a little over eight billion dollars. In 1947 they 
did three times as much—they were over twenty-four billion dollars. 


Mr. Wittiams: How much did big business do? 


Mr. Kaptan: I do not know how to compare the case of big business 
exactly, except to take corporate profits, which are primarily big-business 
profits. There I find that the jump in dividends from corporations is 
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from a little under six billion dollars in-1929 to 6.9 billion dollars in 1947, | 
That does not tell what the corporate profits were. According to the | 
Department of Commerce estimates, which McCoy knows better than | 
I, corporate profits jumped in 1947 to eighteen billion dollars after taxes, | 
as against 8.4 in 1929—a little better than twice as much. Small business | 
did three times as much on that rough estimate. I am not saying that 
that is a statistic; but it is the nearest I can come to a field for comparison. 


Mr. McCoy: I think that we are justified in our assertion that, while 
there has been a growth in the size of large corporations, small business, ' 
by and large, has been doing as well or perhaps better than any time in| 
our history. | 


Mr. Wituiams: And yet I read, McCoy, that currently seven hundred 
and fifty businesses will fail this month and every month. Is it true? 


Mr. McCoy: That is true. But that figure still is far below the rate | 
which existed in the twenties. Kaplan has figures on that. 


Mr. Kaptan: The increase to seven hundred and fifty failures per 
month, of course, is a substantial increase from last year, and the year 
before, when we had practically none. But compare it with the happy | 
1920’s: we were having two thousand failures per month at that time, | 
and even the increase to seven hundred and fifty per month this year is . 
still a very small increase when we consider that a million and a half | 
new businesses have entered the field since the end of the war. We have | 
every reason to expect that we will have a considerably larger number | 
of failures and discontinuances because, after all, the right to enter small _ 
business is a right to come in and go out and see whether you can make © 
your way. A large number of business failures is no indication in itself 
that small business is not succeeding—it is natural. 


Mr. Wixuras: Still you put kind of a rosy picture on it. The fc | isi! 
that one out of every five businesses which are started will be discon- 
tinued within a year. Within three years, half of them will have discon-_ 
tinued; and, at the end of ten years, there will be only one out of six, | 
approximately, left. That does not sound to me like a very good prospect. _ 

Suppose I want to set up a radio shop. I have to think to myself that — 
the chances are pretty good that if five of us start, only four of us will — 
be left after one year, two and a half of us will be gone in three years, 
and at the end of ten years I have only one chance in six. , 


OF ALL THE BUSINESS UNITS... 


8% ane 2% are 
ALL BUSINESS BIG BUSINESS 


rinted from Meeting the Special Problems of Small Business (June, 1947) by special per- 
10 of the Pete, for Economic Development. 
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Mr. Kaptan: I cannot see that that is something to feel startled about. 
Mr. Witxtams: Startled? Ijust do not think that it is very good. 


Mr. Kaptan: Well, I do not see that it is particularly bad. The man 
who is going into business is usually a man who goes in with very little 
capital. He is taking a gamble. He needs a few months to find out 
whether he can make a go of it or whether he would rather go back 
somewhere else. In many cases the people who go out of business go out 
because they have a chance to sell at a profit, to go into some other line, 
or to get themselves a better job than they ever had before, and a good 
many wait until prosperity in order to sell the business and get a job. 
They are stuck with their business when times are bad, and they cannot 
get a job. 

I do not see in this turnover, especially of the little fellows with no 
employees, who represent about 45 per cent of all discontinuances, that 
it is very much different from a man changing jobs. I do not see why we 
should expect people to stick to the business they got stuck with once 
they get into it. To me that seems to be a very natural thing. 


Mr. Witttams: McCoy, how does it compare with the way it used to 
be? Is it tougher now? Are there more failures or more discontinuances 
now? 


Mr. McCoy: My impression, from the statistics, is that, even taking 
period of fifty years or so ago, small business today prospers perhaps 
even better than it did some time ago. I see no basic change in the rate 
of survival or the prospects today from those we had years ago. 


Mr. Witt1ams: Do you not think, though, that there is a shift in the 
kind of business which is being done? A small business of fifty year: 
ago, I suppose, was relatively independent. What we see now is a maf 
setting up on the corner—he looks independent, but the fact of the mattet 
is that he is hooked up with some big business organization. Take a ga: 
station or a drugstore or an automobile dealer—he has people telling hin 
what to do. 


Mr. Kaptan: 1 do not think that there is any question that one operate: 
a business today in very close association with other related businesses 
We sce it very strikingly today because of the coming-on of the grea 
mass producer, the manufacturer, who has to plan ahead for large out 
put and wants to make sure that his outlets are going to sell the output 


SALES 
AND 
SERVICE 


WHAT IS 


SMALL 


BUSINESS? 


Usually a Small Business will show 2 or more of the following. . 


MANAGEMENT IS INDEPENDENT. 
a USUALLY THE MANAGERS ARE 
ALSO OWNERS. 
CAPITAL IS SUPPLIED AND OWN- 
TESTS FOR ERSHIP HELD BY AN INDIVIDUAL 
OR SMALL GROUP 


SMALLNESS Ey AREA OF OPERATIONS IS MAINLY 


LOCAL. WORKERS AND OWNERS 
ARE IN ONE HOME COMMUNITY. 
MARKETS NEED NOT BE LOCAL. 


THE BUSINESS IS SMALL WHEN 
COMPARED TO THE BIGGEST UNITS 


IN ITS FIELD. 
Ibid. 
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And there is no question about it but that the large manufacturer keeps 
very close touch over his outlets.“ > 

But let us go back fifty or seventy-five years, and we will find that th 
wholesaler or the factor occupied a very similar position. He used t 
stake the manufacturer to his funds. He used to tell the manufacturer 
about how much he wanted manufactured. He used to allocate the sup- 
ply to the retailer. And if he were a wholesaler in rural districts, he 
might send the big wagon out twice a year, dump the stuff in the small 
retailer’s front yard, and say, “Here’s the stuff that you’ve got to sell for 
the next six months.” The process is more complicated and more sophis- 
ticated today, but I do not see that we have had any very revolutionary 
change in the pattern. 


Mr. WituraMs: Well, are you not saying that what the small business- 
man gets today is the crumbs that are toppled off the table by the big 
fellow? 


Mr. Kaptan: Surely, but we are adding those crumbs for four million 
businesses; and, when they add up, we get something in the order of 
twenty-five billions of dollars of income. 


Mr. Wituras: I suppose a crumb which a small businessman gets 
can be a pretty handsome living, too. 


Mr. McCoy: If small business gets 35 per cent of the average of our 
total volume of business in this country, that is not crumbs. 


Mr. Kaptan: It would be a big heap of crumbs. 


Mr. McCoy: And it may be very profitable business by whatever 
designation you call it. However, I believe that, while there has been a 
change in the character of the small business, it is significant that some 
areas in the big industries are closed to small business. For example, the 
steel companies have purchased some fabricating industries which 
normally were in the field of small business, so the character has changed.” 


2 The United States Federal Trade Commission, in its Report on the Merg 
Movement (Washington: U.S. Government Printing Office, 1948), asserted 
“today, there is no greater internal threat to the antitrust laws and to the maint 
nance of the competitive system than this gap in the law which permits corp 
rations to do by mergers what they are specifically prohibited from doing as ind 
pendent concerns. . . .” To support this conclusion, the FTC cited figures revealin 
that “during the period 1940-47, more than 2,450 formerly independent man 
facturing and mining companies have disappeared as a result of mergers an 
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_ Mr. WittutaMs: But we wind up at the point that small business is a 
big business. There are four million small businesses. There were almost 
four hundred thousand of them started last year and—what did you 
say ?—a million and a half started since the war. 


Mr. McCoy: A million and a half started since the war, and three 
hundred thousand discontinued. 


Mr. Wiuiams: About half of those started will last four years; and 
about one in six will be in business ten years from now. Perhaps the 
character of it is changing somewhat. That is to say, the relationship of 
the big business to the small business may be one of a kind of a fatherly 
helper. Sometimes it is fatherly, and sometimes not so fatherly. What is 
there left for the small businessman to do if he is being told by the big 
fellows how to operate? 


Mr. McCoy: The small businessman has a whole range of opportu- 
nities. He has choices of new lines. He can develop new and specialized 
services in his business. He can conduct his own advertising or team up 
with the larger producers in cooperative advertising. He can establish, 
as I said, new lines; and he has, it seems to me, a greater opportunity to 
use initiative and imagination to make his business more profitable and 
to adjust himself very quickly to trends and changes than would be 
possible with larger concerns. 


Mr. Kapran: May I add to that that the proprietor does not have to 
keep an ear to the stockholders and see how much they may want to take 


acquisitions . . .” and that, as of the end of June, 1947, the nation’s seventy-eight 
largest listed manufacturing corporations had sufficient net working capital to 
buy up the assets of 90 per cent of the number of all manufacturing concerns. 

On May 31, 1949, the National Association of Manufacturers cited Department 
of Commerce calculations to show that, during the same period in which the 2,450 
companies “disappeared,” there was a net addition of more than 100,000 new con- 
cerns and that the over-all figure of companies in mining and manufacturing actu- 
ly increased 49 per cent from 1939 to 1948, The NAM also observed that if the 
seventy-eight largest manufacturing corporations actually did spend all their work- 
ing capital for acquisitions, they would cease to operate for lack of current funds 
‘meet pay rolls and other requirements. Contending that there is a “fundamental 
ror” in assuming that all acquisitions and mergers reduce competition, the NAM 
claimed that “more effective units of competition frequently are created by logical 
ymbinations of a number of small units which might otherwise fail to be effective 
as individual concerns.” 
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out of the business or how much may be plowed back. If he wants to cut } 
his management costs by doing more of the work himself, there is 
nobody to tell him not to do it. And, even in respect to labor costs, he has 
more flexibility, because he has relatively a larger percentage of jobs that 
do not come under the heading of labor organization where rules are 
very often made for the big business. So he has a speed of decision- 
making and an ability to get rid of an inventory quickly or to shift a | 
line, which a big business does not have. 


Mr. Witttams: He has flexibility. But there are a lot of obstacles in the 
way of small business, too, are there not? What are some of these ob- | 
stacles? What is the small businessman up against? 


Mr. Kapran: He is up against the fact, in the first place, that he usually | ) 
is not so good a manager as he ought to be in order to carry on success- 
fully through good and bad times. Time and again he finds that he is_ 
short of outlets for capital. And, as has been indicated, there are times 
when the rules of the game, whether made by the government or by big 
business or by labor, cramp his style. 


Mr. Witu1aMs: What you are saying is that one of the small business- 
man’s chief obstacles is his own ignorance. 

Now, there is one thing which a small businessman can do, and too 
frequently does not do—that is to learn how to run a business. Suppose 
I am going to start that radio shop of mine. I think that it is a good idea, 
and I know how to repair radios. Somewhere I got hold of ten thousand 
dollars. I do not know where I got it, but I did. And I start into the 
business, and I do not know anything about accounting, I do not know 
anything about advertising, I do not know where to put my store, and I 
do not know how much I should pay for rent. The first thing I know, I 
am broke. Now those are things which I could have found out if I had 
gone to you, McCoy, in the Department of Commerce, asked you a few 
questions, and taken advantage of the information which you have. 


I suppose I would be in a little better shape if I could read. | 


Mr. McCoy: One important function of the Department of Com- 
merce is rendering service to small businessmen. As a matter of fact, I 
might say that the big business in the Commerce Department is small 
business. We have a wide variety of aids and services to small business- 
men and forty-some-odd offices in the country to serve them directly in 
their home territories. Largely this is in the nature of management aids— 


| 
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DF THE 3,317,000 BUSINESS UNITS... 1.503.000 


IN THE 
UNITED STATES 
in 1939 


1,221,000 


305,000 


166,000 


EMPLOYEES 


Ibid. 


aids for them in developing business with the government and various 


other forms of direct assistance, including education, information of the 
kind of things a small businessman should know. 


Mr. Witttams: I hear, when I talk to small business people, and from 


what I read in the newspapers, that there is an impression that big busi- 
ness is squeezing the little fellow out; that it is restricting his opportu- 
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nities to make viesae that it is monopolizing the situation. 
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Mr. Kaptan: Competitors are always restricting one another’s oppor- 
tunities; and they are also opening up hew opportunities. I think that, 
in general, we can say that it is more common for the big business to be 
doing something different from what the small business does and feed- 
ing in the kind of basic mass production which makes for a lot of new 
small businesses to process the product of the big business, or to dis- | 
tribute the product, or to feed to it. And we have cases in which the big: 
business and the small business are in direct competition. 


Mr. Wittias: Well, as a small businessman I could not go into the 
basic making of steel; but, as a small businessman, I am probably better 
off to have all kinds of steel available to me to go into a fence business 
or some of the specialized kinds of steel. | 


Mr. Kaptan: That is very true. I might say that where we think in - 
terms of the small man directly competing with the big fellow, as in the | 
case of the chain stores, we do not have just one aspect of that picture. 
In one of the studies which we made of the survival of small retailers, we - 
were surprised to find that in the grocery business, where the chain 
store has been such an important factor, the survival rate of the small, 
independent grocer was a little better during the last fifteen years than 
it was during the previous fifteen years, when he did not have the stimu- 


lus and the competition of the chain store. 


Mr. WituiaMs: My position is that if the small business people really — 
knew how it was, they would realize that big business probably does © 
more to help them than it does to hurt them. It gives them all kinds of f 
opportunities in the way that you suggest; but, in addition to that, it 
shows them, in many cases, how to run a business. 


Mr. Kaptan: Yes. That is not done as a matter of altruism on the part’ 
of big business. If you want to keep up to your high break-even points, 
which involve a billion dollars or so of output, you simply cannot take 
chances on whether the retailer is going to dispose of the item. You have 
simply got to carry out a program. And some retailers like it better than 
others. Some probably would not know how to get along without such 
programs. 


Mr. Wirurams: The supply is also at the end of the suppliers. There 
are very big merchandising organizations, like the chain stores, which 
will frequently go to a small manufacturer and help him to provide the 
particular products which they need. They will show him how to run his 
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business, what to make, how to design it, and they will take care of the 
selling end for him. 


Mr. Kaptan: There the picture can be varied, too. We have had cases 
where large distributors have tried to squeeze manufacturers down to 
very small margins. But I think that they have learned, over the years, 
that that does not pay—that it is better to hold a manufacturer and to 
keep him in business, so that they can continue to press for better specifi- 
cations from him, rather than go hunting new producers because they 
squeezed him to the wall. I think they have had some education there, 
do you not, McCoy? 
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Mr. McCoy: In general, this benevolence of big business to small busi- 
ness is in the interest of both. Now, toe, the degree of independence 
which small business has, it seems, would vary largely. But the relation 
has been very profitable, and what is profitable for the big manufacturer 
is profitable for the small man who has to service his trade and provide 
services. 


Mr. Wittiams: I have an impression that some of the restrictions 
which occur are a result of a lot of little businesses getting together in 
some kind of a trade association and putting the squeeze on everybody 
else. For example, the restaurant owners do not want to see the drug- 
stores going into the food business. Therefore, they try to get rules passed 
that require a partition between any place where food is served and any- 
thing else that is going on in the place. 


Mr. Kapitan: Yes, and we could add to that the large trucking fees 
which are imposed on little truckers when they want to go from one state 
to another. I think that, in the state of Georgia, no egg coming into the 
state can be called a Grade A egg—or, rather, I think that it is Grade A 
milk that cannot come in under the specifications. I am sorry that I 
picked on Georgia... 


Mr. Wixttas: Everybody picks on Georgia. 


Mr. Kapran:... but the point is that it happens all over the country. 
Through restrictive licenses, through special nuisances, through price- 
maintenance laws, we try to impose on our neighbors. A great deal of 
the activity of small business associations has in the past been turned to- 
ward that effort. I am glad to see, though, that a good many associations 
are going in for education of their members in the matter of record- 
keeping and improved processes. I hope that there will be more of such 
activities. 

Mr. McCoy: Let me rise to the defense of the small businessman, 
however, in this matter. He is driven to restrictive practices to get pro- 
tection—to protect fair trade and to prevent unfair trade practices. To 
that extent, I think that it is justified. However, he should not do things 
which are illegal or which small business should not do. 


Mr. Wiii1aMs: The temptations to small business are the same as the 
temptations in any business. Everybody would like competition when he 
is trying to get in; but, when he gets in and gets established, he does not 
want it so much. 
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Mr. McCoy: Is that not a natural protective device? 
Mr. Wittiams: I am not against it; I just say that it is there. 
Mr. McCoy: Yes. 


Mr. Kaptan: I do not question that it is a natural protective device, 
but I think that what small business needs to consider is that more than 
one can play at that game. When we start adding up the restrictions on 
our competitor, and he finds restrictions against us, the thing has a 
way of boomeranging. I have in mind the way in which the independent 
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grocers brought about progressive taxes on chain stores according to the 
number of units in the chain. The result was that the chain stores re- 
duced the number of their units, incréasedthe number of supermarkets, 
and got in a lot more business with fewer units. This extra business the 
small grocers might have gotten as overflow from the smaller chain 
stores. In a number of cases the small grocer wished that the chain store 
had stayed in the neighborhood instead of starting a supermarket, with 
parking lots, elsewhere, and so never getting the people near the small 
store. 


Mr. WixtraMs: Of course, there is a paradox to that, and that is that 
the supermarket was first initiated by a small businessman. He did the 
traditional job of innovating something which was very worth while, 
very efficient, and later copied. 


Mr. McCoy: And you indicated, a moment ago, Kaplan, that in the 
grocery field the independents had done relatively better since the coming 
of the chain stores. 


Mr. Witurams: What about the matter of unions? I have an impres- 
sion that unions set up rules which sometimes make it very difficult for 
a small businessman to operate. Perhaps the small business fellow run- 
ning the radio shop—or the drugstore—would like to have one handy- 
man to fix the wiring and to make little repairs. But the building unions 
say, “Nope. You’ve got to have one contractor, one electrical man, one 
plasterer, one hodcarrier, and so on.” 


Mr. Kaptan: There I think that we have to guard against too sweep- 
ing generalizations. I do think that in the line of industry where we have 
a few big fellows and a number of little fellows, the bargaining is going 
to be done with the big fellows, and the pattern is going to be set by 
them. The little fellows cannot carry along, and we have a squeeze. 
There is a lot to be done to save the little fellow from those rules. 
On the other hand, there are some lines, for example, the ladies’ garment 
industry, in which we have predominantly small concerns and in which 
the union has learned how to work with those small businesses. There I 
think that there is a transition. I think that the labor unions are going to 
learn that, if they want to allow the little fellow to keep in business, they 
have to make their rules more flexible. 


Mr. Wituiams: We have talked about what some of these problems 
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are, but, Kaplan, what, in your opinion, is the most serious problem, and 
what should be done about it? 


Mr. Kaptan: I think that the most serious problem in small business is 
the problem of management. I have seen too many cases of deficit busi- 
ness piling up in prosperous times, and of small businesses making 
profits in poor times, to doubt that the personality, the management 
ability, of the individual proprietor is probably more important than any 
other one factor. 


Mr. Witutams: What about the problem of getting capital? 


- Mr. McCoy: In our experience in the Commerce Department, the lack 
of access to equity capital to the small businessman is probably as im- 
portant as his management. 


Mr. Wiiurams: What can be done about it? 


Mr. McCoy: It has been suggested that the government insure loans 
to small business for equity capital through the banks, with the govern- 
_ ment insuring these loans and perhaps forming a market to go against 
- that. 


Mr. Kaptan: The reaction which I have to that is that here we are, 
trying to save the private enterprise and the flexibility and the self- 
reliance of the small businessman, and yet your first suggestion is that 
_ you guarantee his mistakes so that he does not have to be on his own. 


Mr. McCoy: The small businessman would not have that guarantee. 


Mr. Witu1aMs: I would like to make the suggestion that one thing we 

might do is to set up a capital bank—a bank which would be free to put 
money into investments, making enough money on some to offset the 
fact that admittedly it would lose on others. 
_ But, in general, I think that the real problem with small business is 
‘the small businessman himself. The small businessman can, if he is in- 
_genious and bright, do much better than the fellow who is dumb. The 
-yery widespread difference shows that most depends on the businessman 
himself. 

I certainly am against the notion of trying to protect small business by 
having the government take over small business. I am against you on 
that, McCoy. 

Mr. McCoy: Loans would not mean that government would take over 
small business by any-means. 


HOW CAN THE FINANCIAL REQUIREMENTS OF 
SMALL BUSINESS BE MET? 
By A. D. H. KAPLAN* 


UNSATISFIED CAPITAL REQUIREMENTS 
AS FAR as ordinary bank credit is concerned, and this may now include 
intermediate term credit of the 1- to 5-year variety, one sees no need for 
new public credit agencies. The chance for improvement would be in 
the increasing ability of the banks to adapt their resources more effective- 
ly to small-business needs. 

The sector of small-business financing that remains least adequately 
cared for and in the long run has the most crucial implications for the 
American economy is the supply of the more permanent or venture 
capital for small, independent enterprises. 

Banks and public credit agencies can, within limits, help in supplying 
working capital that may ultimately create additional equity. They may 
stretch loans to five years where there is collateral in real estate, equip- 
ment, or inventory covered by warehouse receipts. But they cannot be 
expected, with the funds of depositors, to assume the risks that go with 
ownership of enterprise. Bank credit is no adequate substitute for direct 
investment of individual savings in specific business ventures, which in 
the last analysis gives meaning to the concept of an economy of free 
enterprise. On the other hand, the migration, urbanization, and indus- 
trialization of our society during the last half century have tended to 
break down the personal ties of family and neighborhood that gave rise 
to the informal pools of risk funds with which many a nineteenth- | 
century enterprise was launched. The present-day equivalent of Uncle 
Bill and Aunt Susie must be found in a more impersonal source of capital 
funds—the more so since the tax levels on business and individual in- 
comes have slowed the rates at which earnings can be plowed back for 
business growth. 

Market for Small Issues. From the standpoint of what small business 
can contribute to future employment, the problem of attracting outside 

* Excerpts from chapter vii, “Meeting Financial Requirements,” of Mr. Kaplan’s recent 
book, Small Business: Its Place and Problems (New York: McGraw-Hill Book Co., 1948). 
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risk-capital centers on enterprises employing from 8 to 100 workers in a 
range of net worth from $20,000 to $500,000. These now represent some- 
what under 10 per cent of the total business population, a total of per- 
haps 250,000 enterprises, employing about six million workers. They in- 
clude a large majority of the manufacturing firms. Securities offered by 
such firms would be for the most part in issues of less than $250,000. 
The difficulty experienced in marketing such issues through present 
channels and the prohibitive expense of flotation have been statistically 
summarized in two studies by the SEC. The report issued by the com- 
mission in June, 1939, covering small issues between July, 1933, and June, 
1937, revealed that (1) within a year after the effective registration date 
the issuers were able to sell only 23 per cent of the securities registered; 
(2) of the 584 companies in the sample one-third failed to sell any part of 
their securities. Of those which reported sales, new ventures sold only 27 
per cent of their issues, while established concerns sold 44 per cent of 
the amount registered; (3) of the reported sales, about 71 per cent were 
made within three months after registration. Once the campaign period 
was over, the sales were reduced to a trickle. 

In the commission’s study of May, 1940, the high cost of these gener- 
ally unsuccessful efforts to float the issues of small concerns was made 
evident. Corporations attempting to sell bond issues of $250,000 or under 
paid an average of $8.40 for each $100 bond sold, $16.40 for each $100 of 
preferred stock, $22.80 for each $100 of common stock. These costs were 
nearly double those incurred for issues between $1 million and $5 mil- 
lion, on which the averages were $4.50 per $100 of bond sales, $8.20 for 
each $100 of preferred stock, $15.40 for each $100 of common stock. The 
findings confirm the general opinion that the established investment 
channels, on the record to date, hardly serve to float any substantial num- 
ber of securities or to find individual investors for new independent 
enterprises or going concerns of moderate size that need outside capital 
for expansion.... 

Our discussion of small-business requirements has not disposed of the 
question as to the adequacy of the existing facilities for financing small 
business. One could still take the position that small business bids for 
capital and the favor of the investor just as do other sources of invest- 
ment; hence, that small business is getting as much as the market believes 
it deserves. A genuine need may stem, however, from social lag in the 
meeting of legitimate economic requirements. It is quite conceivable 
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that the concentration of investment effort upon large-scale enterprise 
and governmental activities has created‘a gap in facilities designed to 


- maintain the balance between small and large business—a balance 


especially needed in a society that regards freedom of competitive 
opportunity as a socially desirable aim.... 
We do know that in the current pattern of the investment market the 


efforts of small concerns to float securities have seldom been successful - 
and have nearly always proved prohibitively expensive. Despite the | 
special GI provisions for financing veterans and the special legislation to _ 
facilitate reconversion, the total of the business population had by the ~ 
beginning of 1947 not yet caught up with the long-term trend. When - 
postwar material shortages are no longer a deterring factor, the require-_ 


ments of capital facilities to permit new and expanded enterprises should 
be expected to increase.... 


PROPOSALS FOR NEW FACILITIES 


Proposals that have been made to create additional machinery for 
supplying ownership capital or long-term debt capital to small business 
may be differentiated according to the degree in which they are organ- 
ized as private business ventures for profit. They may also be appraised 
in terms of the likelihood of their satisfying the mass market for small- 
business capital. We shall consider, in turn, the community agency for 


industrial development, the adaptation of private investment banking 


to provide small-business capital, new governmental agencies that would 


Pe 


engage directly in the financing of small business, and, finally, exten- 


sion of the present private banking system to cover investment in small 
business, : 
COMMUNITY INDUSTRIAL DEVELOPMENT 


The privately sponsored civic corporation for the financing and de- 
velopment of new and expanding local enterprises has emerged in a 
number of communities. The general purpose is to bring the enterprise 
that needs capital into contact with the sources of funds seeking invest- 
ment outlets, to make investments from the community fund, or to aid a 
business in obtaining additional financing. In a sense, it is an effort to 
reproduce, through a formal organization, the equivalent of the prac- 
tical neighborly interest in a local venture that used to develop spon- 
taneously in the more simple social structure of an earlier period. At the 


same time, it recognizes the fact that technical expertness and respected 
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judgment are, under present conditions, more necessary than good will 

to attract funds to new ventures. Industrial-development corporations 
may also be concerned with steering local problem cases out of their 
difficulties, although they are designed primarily to bring new enter- 
prise to the community. 

Examples. An early experiment in this field was the industrial- 
development company created by the Boston Chamber of Commerce in 
1911. From 92 subscribers an underwriting of $500,000 was obtained “to 
be loaned to small enterprises to expand or enlarge their businesses, if 
sound and legitimate and possessed of good prospects of success.” 
Apparently the first publicity campaign of the chamber was very effec- 
tive, since it claimed to have received more than a thousand inquiries 
during its first year. Of these, 58 were considered worth looking into. 
They resulted in an authorization of 11 loans, aggregating $51,000; only 
two of them appear to have turned out satisfactorily. As reported by the 
New England Council, the experiment was discouraging in respect to 
the character of the applicants and the great risks involved. At any rate, 
“the company ceased operations in 1914 after discovering that there was 
no real field in its activities.” The experience of the Boston Chamber of 
Commerce gives point to the attitude expressed by a number of other 
chambers, that the business of attracting capital to local enterprise is a 
full-time job for a separate trained organization devoted solely to that 
purpose rather than for a chamber of commerce. 

Among the older development corporations that are still active are 
the Industrial Corporation of Baltimore, the Easton (Pennsylvania) 
Guarantee Fund, and the Louisville Industrial Foundation, each of 
which has operated for about 30 years. Of the more recent entrants into 
the field, typical examples would be the New England Industrial De- 
velopment Corporation, the Economic Development Council of Kansas 
City, and the Wyoming Valley Industrial Development Fund. In all 
there are about fifty community agencies that might properly be listed 
as industrial-development corporations, although more than twice that 
number are known to have been started. 

The most frequently cited example of the successful community 
organization to encourage independent enterprise is the Baltimore Cor- 
poration. The fund originally invested in the corporation by a group of 
leading citizens is utilized primarily to facilitate the making of investi- 
gations and appraisals of applicant enterprises and the maintenance of 
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engineering and related facilities for counseling. When a new proposi- 
tion is found promising, the directors of: the corporation may invest 
personally in the venture or find other members of the community who 
are interested. The organization has a standing list of such prospective 
investors. The Baltimore Corporation has, according to its director, been 
able to support itself by means of the fees charged for engineering and 
counseling services to companies seeking its advice. 

The Louisville Industrial Foundation represents a second type of 
community development corporation. In that case there is a pooled in- 
vestment fund contributed by civic leaders. From the fund, investments 
are made directly in small enterprises entering the community or in a 
local enterprise requiring reorganization or expansion. This type of 
organization may foster all forms of enterprise whether big or small, 
public or private, that hold promise of expanding employment in the 
community. 

The Economic Development Council of Kansas City is essentially a 
privately sponsored research foundation which carries out product- 
development research for individual firms on a fee basis at the same 
time that it attempts to discover new opportunities for investment capi- 
tal in the area. The Wyoming Industrial Research Foundation, sup- 
ported by appropriations from the state government, seeks to discover 
new uses for the state’s resources with the object of encouraging Pr 
capital to invest in Wyoming. 

The New England Industrial Development Corporation, fousieg by 
Lincoln Filene and associates, presents an excellent case on the field that 
needs to be cultivated. According to its prospectus, the corporation has 
the research, financial, and counseling services of more than 50 private 
and public organizations which “flow out as specialized services to the 
individual small manufacturer, to the community seeking new indus- 
trial development, and the persons or organizations interested in under- 
taking new industrial ventures or the establishment of branch industries 
in New England.” The services to individual enterprises, investors, or 
communities are offered on a fee basis kept to a minimum in accordance 
with the limited dividend character of the organization. 

The SWPC, through its district offices, attempted during the war to 
encourage the formation of industrial development corporations in a 
large number of communities in order that small enterprise might have 
better access to investment funds. The early liquidation of the SWPC 
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negated these efforts, but it was indicated that the Department of Com- 
merce, through its small-business staff and field offices, would make the 
‘encouragement of community industrial development corporations one 
phase of its activities. 

Limitations. On the record to date, the industrial-development corpo- 
ration has barely scratched the surface of the problem of supplying capi- 
tal for small business. The Baltimore Corporation, with its long and 
respected career, has given help to an average of eight cases per year over 
the 30 years of its existence. Its field has been primarily the intermediate- 
size business; practically none of the loans or investments it has recom- 
mended have been for less than $100,000. The aggregate of its financial 
operations over the 30-year period is about $25 million. 

The Louisville Industrial Foundation invested an aggregate of $3.3 
million in 60 firms over a period of 27 years (1917-1944).... 


INVESTMENT COMPANY FOR SMALL BUSINESS 

An interesting approach to the problem of filling the need for small- 
business risk capital without resort to government operation is found in 
the plan proposed in 1945 by the Committee on Small Business of the 
Investment Bankers Association. It is to encourage establishment of 
local investment houses specializing in small-business financing. The 
chartered investment company would acquire, retain, and sell securities 
or debt paper. Operations would be limited to the communities of the 
Federal Reserve bank district in which the investment house is located, 
and no loan or issue would be for more than an established maximum 
($100,000 was originally proposed). The chartered investment company 
could be started with a minimum of $25,000 of paid-in capital. The com- 
pany would have the privilege of supplementing the investment of the 
stockholders through the sale of debentures to the Federal Reserve bank 
up to three times the amount of the paid-in capital. The debentures, 
placed at low interest rates and with an extended term for amortization, 
would provide supplementary capital with which the investment com- 
pany may expand its operations. Funds obtained through debentures 
would also supply the leverage for making possible a reasonable net 
return to the stockholder. 

In the IBA proposal provision is made for the sharing of the com- 
posite risk by those financially aided. In addition to the Class A shares 
for its subscribers, the investment company would issue Class B junior 
shares to the borrowing firms. 
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Whenever a loan was made or securities purchased, the investment company 
could require the borrowing or issuing company to employ up to 10 per cent 
of the cash proceeds of the transaction in the purchase of Class B shares. . 
The actual amount of shares so purchased... would depend upon the in- 
vestment company ’s evaluation of the risk and, also, upon bargaining between 
the two parties. 

The IBA proposal accepts the premise of the industrial-development 
corporation that investment support of small business must come mainly 
from the area neighboring the small enterprise; hence the company must 
be a local institution. It draws frankly upon the willingness of the gov- 
ernment to do something for small business, by tapping the Federal 
Reserve System for additional working capital obtained in exchange for 
low-interest debentures. 

The plan recognizes the riskiness in general of investment in small 
business and avoids promising simultaneously to service the small enter- 
prises with management guidance and protect investors—at least for the 
present—at interest rates as low as those granted to larger business with 
facilities for continuing self-appraisal. . . . 


DIRECT GOVERNMENT FINANCING 


Ever since the depression of the 1930’s there has been support in Con- 
gress for supplementation by the Federal government of the existing 
facilities in long-term and equity capital for small business. The authori- 
zations to the RFC and the Federal Reserve banks previously referred to 
were aimed primarily at distress cases. The wartime lending powers 
given the SWPC reflected the fear of shutting out small business from 
substantial participation in the war effort unless the government got 
behind small business with credit guarantees and direct loans. With post- 
war requirements in mind, members of the Senate and the House intro- 
duced a score of bills for a new government agency to meet the capital 
requirements of small business. Legislation was also introduced to estab- 
lish a system of Federal insurance of small loans. 

With the fast tempo of business in the immediate postwar period, the 
pressure to enact new legislation to supplement existing facilities tempo- 
rarily subsided. But one must expect that a recession would revive the 
interest in the creation of new governmental facilities. 

Some of the legislative proposals for a new government financing 
agency call for a Federal lending agency, empowered to provide long- 
term debt, with or without collateral, with varying limits or maturity 
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up to 20 years. Others go beyond term banking to set up Federal invest- 
ment corporations which may acquire equity securities, as well as bonds, 
mortgages, and other evidences of debt. Usually the proposals for a Fed- 
eral investment corporation authorize the purchase of preferred stocks 
but omit common stocks to avoid the criticism of government owner- 
ship in small business. Securities taken by the Federal corporations are 
exempted from the rules of the SEC. 

The majority of the bills call for the capital stock of the government 
lending or investment agency to be subscribed by the Treasury, although 
a few name the RFC or the Federal Reserve banks as subscribers. In at 
least one case provision is made for subscriptions by the public, with the 
unsubscribed portion to be taken up by the RFC. Where the Federal 
Reserve System is authorized to establish the-financial corporation, the 
Treasury is directed to purchase the FDIC stock from the Federal Re- 
serve banks as the basis for the initial capital. For additional capital, de- 
bentures of the corporation would be bought by the Treasury or guaran- 
teed by the United States government. 

A good composite of the usual provisions in proposed measures for a 
small-business finance corporation is contained in a bill introduced by 
Congressman Randolph of West Virginia, which provided as follows: 


Sec. (3) For the purpose of providing funds or credit, with or without 
guaranty as to principal and interest, to a commercial, industrial, or mining 
business, the Corporation is authorized and directed, subject to such regula- 
tions and requirements as its board of directors may prescribe, 

(a) to make loans to and discount or purchase the obligations of such a 

business;*  * pra i 

(4) to purchase preferred stock in a corporation or joint stock association 

engaged in such a business; 

(c) to discount for or purchase from a financing institution obligations of, 

or preferred stock in, a corporation engaged in such a business; 

(d) to make loans to a financing institution on the security of such obliga- 

tions or preferred stock; and 

(e) to guarantee any financing institution against loss of principal or 

interest on loans made to such a business and on purchases of pre- 
ferred stock in such a business; to make commitments to purchase and 
thereafter to purchase any such loans, discounts, or purchases, 

The Corporation shall have the power to make or acquire any such loan or 
obligation with a maturity of not less than one year and up to ten years, and 
the Corporation shall have the power to purchase any such preferred stock 
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provided the issuer of the preferred stock is obligated to retire the same within 
ten years, except that the board of directors shall have power to extend such 
period for not to exceed ten years; and all such loans, obligations, or preferred 
stock shall provide in a manner satisfactory to the Corporation for installment 
payments on the loan or obligation, or periodic retirements of the preferred 
stock.... 


Whatever the variations among the proposals in the specific powers 
granted, they are based upon the common premise that it is necessary 
for the government to step in with a more versatile financial backing for 
small business than has been available through private investment chan- 
nels, the banking system, or the RFC. 

That brings us to the significance of the double-barreled feature of the 
powers contemplated for Federal financing agencies in proposed legis- 
lation. For example, in the quotation from the Randolph Bill, above, 
it will be noticed that the Federal agency is in one aspect of its oper- 
ations a banker’s bank—a facility for discounting the term obligations 
of financial institutions or purchasing their securities and guaranteeing 
loans made by the financing institution. In that respect the Federal 
agency is designed as a rear line of defense against strain on our private 
system of finance, while the latter continues the direct dealings with 
business. But at the same time the Federal agency is authorized to deal 
directly with business frms—to make loans to them, with or without 
collateral, and to purchase their securities. 

There is much to be said for the general purpose of broader directives 
to back up the banking system and the financial institutions. If the 


powers of direct lending were granted as emergency ‘powers, to be used ~ 


only in a crisis that the existing financing institutions could not meet, 
then the Federal agency could be a valuable contingent resource. That 
purpose could be served by the RFC or Federal Reserve Board. But the 
legislation would authorize direct lending to or investment in small and 
intermediate business. If this means that the Federal lending or invest- 
ment agency is intended to enter upon financing of small business from 
the start as its routine activity, then we should face the implications of 
public machinery so employed. 

The stated objective of any new Federal finance agency for more ade- 
quately supplying small-business capital is to foster decentralization of 
business enterprise through more independent owners. To speed that 


end, the new government agency presumably must be more liberal in its _ 
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lending practices than the private investment sources and the banking 
system, including the RFC and the Federal Reserve System, have been. 
In other words, the chances henceforth to be taken by government, if it 
directly finances small business, should be greater than private bankers 
or investors have on the whole been willing to take. At the same time 
the government is expected to make its funds available at figures below 
the rates heretofore regarded as prohibitive for small capital issues and 
long-term commitments. Some bills specify 4 per cent. The combination 
of these requirements adds up to a prospect—considering the scale on 
which the government agency would operate—that the total of defaults 
will be on a larger scale than heretofore unless a new level of small- 
business efficiency somehow emerges. It must also mean that small busi- 
nesses which might otherwise have dropped out or have kept their oper- 
ations within the capacities of their management will linger until their 
windfall of government support has run out. Ultimately, we must expect 
to find in the lap of the government agency an accumulating residue of 
defaulted debt and ownership paper of the enterprises assisted; on fore- 
closure, the government becomes the big owner of small business. 

If the number of failures is to be held down, we must contemplate, 
along with the financing, a considerable amount of continuous investi- 
gation and guidance of the firms to which funds are granted. New tech- 
niques of flexible repayments, varying with the prosperity of a given 
season, must be invoked. In the case of the Federal Reserve loans under 
13B, the complaint was frequently made that the expense of supplying 
the Federal Reserve Bank with the information it wanted, in order to 
service its 13B loans, was inordinately high, and that this was in part 
an explanation of the small number of firms that proceeded to qualify 
for loans. The same complaint has been made before Congressional com- 
rmittees with respect to RFC loans. Even so, the Federal Reserve banks 
avoided showing a deficit only by omitting to allocate full administrative 
overhead to the 13B program. RFC losses on small loans were offset by 
profits on loans well above the small-business level. 

It is hard to escape the conclusion that direct Federal financing of term 
capital to small business is destined to become a subsidy program if it 
yields to public pressure or else fail in its liberal objectives if it hews to 
the line of conserving its capital. Either the subsidy would be needed to 
cover the costs of adequate financial and management guidance, or it 
would be incurred in covering the losses on unproductive loans. The dis- 
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posal of its defaulted claims on’the unsuccessful small businesses would 
involve, in any event, a more direct participation of the government in 
the disposition of small-business enterprises. 

These considerations are not dissociated from the issues of practical 
politics that are involved. An unpublicized reason for securing a new 
agency is that the Federal banking system is not too sensitive to outside 
persuasion. Federal agencies like the War Production Board, the OPA, 
and the SWPC had painful experience with the political pressures 
brought to bear upon them to stretch a point in behalf of a constituent. 
Congressmen, among others, had to act as go-betweens—often reluc- 
tantly—in the attempt to get special favors for home-town enterprises. 
One cannot appraise the projected scheme of a system of governmental 
investment corporations for small business without recognizing the fact 
that such pressures must enter appreciably into the situation, although 
the bulk of the personnel in the setup be sincere and competent. 

The experiences of the 1930's and of the war period give strong sup- 
port to those who ask for preparedness through adequate governmental 
facilities to meet any crisis that may develop as a result of the unavaila- 
bility of financial resources to small business. Establishing a line of de- 
fense to be used when and if existing means fail to meet an emergency 
seems wise. It is taking an unnecessarily long chance, however, to launch 
for this purpose a brand-new Federal finance corporation limited to a 
hazardous business in which the prospects of breaking even are doubt- 
ful. Legislation looking toward more liberal financing might well con- 
centrate on enlargement of the lending powers of the Federal Reserve 
banks and the RFC, with an unmistakable mandate from Congress to 
reduce the inhibitions and make full use of such powers. By an equally 


clear mandate, the direct lending should be invoked only as the existing _ 


facilities fail to support deserving small business. .. . 


CAPITAL FINANCING THROUGH THE BANKING SYSTEM i 


The discussion up to this point has called attention to the lacks in 
measures developed thus far for small-business financing. The adequacy 
of the private efforts has been questioned, and the wisdom of direct 
government financing has been challenged. Is there any other promising 
alternative? Let us reexamine the potentialities of the banking system 
on this score. Whatever the complaints about the bankers, the fact re- 
mains that the small business looks chiefly to the local banker to aid in 
its operation and development. 
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The banking system, out of the trials and errors of the last two decades, 
has extended its credit frontiers. Gradually, commercial banks have been 
increasing term loans, both secured and unsecured, for working-capital 
purposes. Were it not for the element of liquidity in the interest of de- 
mand depositors, the banks would appear as the logical agency through 
which to accomplish the growth of small enterprise. Under prevailing 
conditions, however, the bank may fail the small enterprise at the stage 
when credit requirements of the business go beyond working-capital 
needs into the area of permanent capital. 

We must face the fact that the traditional type of individual invest- 
ment in a new enterprise, on the basis of neighborliness and personal 
confidence in friend or relative, has been passing out of the picture. The 
growth of large cities and the increasing complexity of our economy 
have diminished that kind of investment. We also have to reckon with 
the long-term trend in taxation, which leaves a smaller percentage of 
earnings to plow back into the business. With the drying up of former 
sources of individual equity capital, expansion of the smaller firm’s per- 
manent assets will increasingly have to depend upon an advance of 
funds to the business to be repaid from future earnings over an extended 
period. In other words, the creation of additional equity for an estab- 
lished small firm becomes increasingly a lending operation rather than 
a permanent investment of ownership funds by the financing agency. 
This condition is accentuated by the fact that the small enterpriser 
characteristically is jealous of his managerial control and hesitates to 
take in outsiders as the price of obtaining new capital. 

With this background it seems essential to find some way of utilizing 
the banks as an instrument for effecting the growth of small-business 
capital. The operation of investment affiliates by commercial banks dur- 
ing the booming 1920’s fell into disrepute because of abuses that de- 
veloped from their unregulated practices. But that experience does not 
preclude the consideration of capital banking protected by adequate 
sanctions and controls. With the precedent set in the capitalization of 
the Federal Reserve banks, it should be feasible for the commercial banks 
in each Federal Reserve district to be authorized to subscribe a per- 
centage—let us say up to 3 per cent—of their capital and surplus in a 
district capital bank, with branches as need develops. The capital bank 
would operate under authority of the district Federal Reserve bank and 
under policies broadly laid down by Congress and carried out by the 
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board of governors of the Federal Reserve System. The capital banks 

would provide a logical place to which.the commercial bank, itself a 

stockholder, would as-a matter of course refer its creditworthy client for 
a capital-loan program. Capital-bank financing could be supported by 
collateral, securities, receivables, or certificates of indebtedness, both 
secured and unsecured. 

There is some room for debate as to whether or not an investment 
bank that is an integral part of the banking system should be expected 
to engage in buying and selling of venture shares—specifically common- 
stock issues. At least in the early stage of the experiment, it would seem 
prudent for the financing done by the capital banks to be essentially 
on a credit-granting basis. Preferred stocks would be callable on a pre- 
arranged program with the bank. Common stocks could be issued with 
the bank, as stockholder, sharing in earnings and in the increase of 
equity values but with redemption features to be exercised by the issuing 
firm within agreed time limits and adjustments of transfer value, so that 
the small firm could regain its full control of the venture. A further 
possibility, with time and experience, is that the capital bank, as an oper- 
ation under the Federal Reserve System, may be put in a position to 
place its debentures or rediscount paper with the Federal Reserve banks 
at rates low enough to permit a fair return on the expanded employment 
of its funds. 

While the capital bank here suggested is conceived in the first place 
as an accommodation available to the bank depositor and his bank, it 
need not limit its operations to clients referred by its bank stockholders. 
It may well be permitted to accept long-term obligations of finance com- 
panies, business associations, and other enterprises coming within the 
area of small and intermediate business. Nor is it a necessary part of the 
plan that private investors be excluded from subscribing to the capital 
of the bank even though the plan is conceived in the first place as a 
project to be inaugurated by the commercial banks of the district. 

The financing of capital operations involves different psychology and 
different methods from those involved in the conduct of a commercial 
bank for depositors. It requires personnel not inhibited by orthodox 
banking traditions. A bank specializing in permanent capital should be 
in a position to develop new techniques for the financing of small enter- 
prise, for which the times call. It could, for example, modify the tra- 
ditional procedure of regular payments of the same amount at each due - 
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date by adjusting the size of payment, the interest rate, and service 
charges to the position of the enterprise, to general business conditions, 
and in line with central banking or monetary policy at a given time. 
It could receive more liberal payment in stock as an offset to granting 
interest rates lower than the risk of the enterprise would ordinarily com- 
mand. A capital bank must be prepared to furnish the advisory services 
needed in the successful financing of small business. But here the capital 
bank would have a valuable ally in the commercial bank, whose infor- 
mation and regular banking facilities would be joined with those of the 
capital bank in helping the small enterprise through its vicissitudes. 

Where the small-town or neighborhood bank may be limited mainly 
to retailers or a limited line of industry for its banking market, the capi- 
tal bank could encompass an area large enough to permit diversification 
of investments, with correspondingly better chance of offsetting losses 
with gains. Given the necessary freedom of action within a framework 
of reasonable banking supervision, the capital bank should be able to 
come out with profits justifying the venture. Yet the size of the divi- 
dends that such an enterprise will earn for its member banks, even after 
the initial experience-building stage, is secondary to the larger issue. 
That issue is whether private financing enterprise will adequately serve 
small business or, by default, the financing of small business will be 
brought under a Federal program whereby government itself becomes 
the investor in small business. 

A system of capital banks along the lines here described would appear 
on its face to have potentialities for small-business financing on a far 
broader front than is possible with the volunteer corporations that have 
been discussed, and it would not invade to any major degree the area of 
venture capital to which their activities contribute. ... 
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